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ONE INCOME TAX INSTEAD OF THREE 
FOR THE LITTLE FELLOW 


The declaration of estimated income currently filed 
by 15 million individual taxpayers added a procedural 
complication to an already complicated income tax 
structure. Even for the remaining 29 million taxpayers 
who did not file a declaration, the returns in March 
1944 are likely to disclose that the amounts withheld 
will, in most cases, fail to correspond to the amount 
that is due. 

There is a discrepancy between the 20 percent with- 
holding rate and the sum of the rates imposed by the 
1942 act. Any individual whose income is at or near 
the center of the wage withholding bracket will be 
approximately paid up. Individuals whose wages are 
near the top of the wage bracket, those earning more 
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N THE July issue of The Tax Review, this writer dis- 

cussed some of the complications that have been created 
by the enactment of the 1943 Tax Payment Act. It was 
pointed out there that the introduction of current collection 
without some degree of coordination and simplification of 
the conflicting tax provisions would result in a volume of 
paper work which could provoke a general reaction against 
a worthy principle of income tax administration. 

As soon as the printing presses of the country were fin- 
ished with the job of printing the forms and instructions 
devised by the Treasury for use under the 1943 Tax Act, 
they began on the other job of printing the books and 
pamphlets prepared by the numerous tax service organiza- 
tions for the purpose of explaining the law and the forms. 
Circulars describing these publications are now flooding the 
mails. One of them, issued by a well-known firm in this 
field, points out that whereas the withholding tax act in- 
volves heavy accounting and bookkeeping burdens on all 
employers, ‘These burdens are as nothing compared to the 
work placed on the individual taxpayer.” 


in 1943 than in 1942 and new taxpayers will be likely 
to find themselves not fully current. 

It is possible and desirable to simplify the rate struc- 
ture of the income tax and make the withholding rate 
the final tax. Only slight adjustments would be re- 
quired to obviate the necessity for filing returns for all 
taxpayers whose earnings are derived wholly from 
wages and whose earnings do not place them in the 
second surtax bracket. 

By increasing the withholding rate to 22 percent, 
which is the sum of the present normal and first surtax 
rates and the net Victory Tax, it will be possible to make 
taxpayers in the first surtax bracket completely current 
so far as wage and salary income is concerned. 
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In contrast with this view may be placed the Treasury’s 
attitude as expressed in a release of September 3, 1943. A 
series of questions and answers under the heading ‘Do you 
know about your September 15 Income Tax Declaration ?” 
contained, among others, the following: 


“Q. How complicated a job is it to fill out my Septem- 
ber 15 Declaration? 

“A. It is not complicated at all. You can figure out 
your estimate and write out your Declaration form in 
ten minutes or less.” 


Due allowance must of course be made for the exagger- 
ations natural to salesmanship. The difficulties of com- 
pliance are certainly not insuperable, although they can be 
a source of real annoyance. On the other hand, the Treasury's 
statement reeks with unwarranted optimism. Its guess as 
to the time and effort involved is probably based on an 
earlier statement to the effect that the declaration would in- 
clude only six simple points. True, the form to be mailed 
to the collector contains six lines. And it is true that after 
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the taxpayer has assembled all of the answers, the filling out 
of the form is a short and simple matter. The point which 
the Treasury passes over, and which the salesmen of tax 
accounting services are emphasizing, is the amount of spade 
work which must be done before the taxpayer is ready to 
sit down and fill out the declaration. 


To make matters worse, the collectors are not distributing 
to all taxpayers the work sheet with detailed instructions. 
At any rate the collector in whose suzerainty the present 
writer resides sent only the six-line form, with a second 
useless paper which stated that the work sheet and instruc- 
tions would be sent on request. How anyone can estimate 
his 1943 tax without at least a copy of the surtax rates 
(set out in the work sheet but not in the abbreviated papers 
received) is not clear. 


As a matter of fact, compliance with the first item called 
for on the declaration requires the completion of a double- 
barreled return, This item reads “Estimated Income and 
Victory Tax for 1943."" The work sheet carries two columns, 
for estimated income tax net income and estimated Victory 
Tax net income, respectively. The former is the more com- 
plicated since it involves the estimate of net gain or loss 
from sale or exchange of capital assets, losses from casualty 
or theft, contributions and medical expenses. As a result, 
so-called Victory Tax net income is likely to be a larger 
figure than income tax net income. To one already skeptical 
about the reality and validity of a concept of personal net 
income, the appearance of two different figures on this same 
tax work sheet, each labelled and purporting to be net 
income affords substantial support for that skepticism.1 
The introduction of an entirely different definition of net 
income for purposes of the Victory Tax from that used for 
purposes of the ordinary income tax indicates that the 
concept of personal net income is something which is de- 
termined in the same capricious and arbitrary manner as 
the alleged exempt subsistence minimum. Both concepts 
have become determinable according to expediency, a con- 
dition the more easily attained since both are essentially 
unreal. 


The element of caprice is illustrated by the explanation 
of the absence of certain deductions in determining Victory 
Tax net income which is offered by the staff of the Joint 
Committee on Internal Revenue Taxation.2 Disallowance 
of deductions not connected with a trade or business or 
incurred in the production of income, it is said, provides a 
more uniform contribution in aid of the war effort. The 
following example illustrates the official propensity, com- 
mented upon in an earlier issue of The Tax Review, to use 
the red herring of the big income:3 





1. Cf. H. L. Lutz, ‘Some Errors and Fallacies of Taxation as Exemplified 
by the Federal Income Tax,’ Proceedings of the National Tax Associ- 
ation, 1941, pp. 355-380, at pp. 355-359. 

2. See the study ‘Individual Income-Tax Data, Victory Tax,’’ July 7, 1943. 

3. Cf. ““The Man With a Million Dollar Income,’’ The Tax Review, 
December, 1942. 


For example, suppose an individual with an income 
of $500,000 from salary or dividends decides to buy 
several homes scattered throughout the country. For 
the purpose of the ordinary income tax, he is entitled 
to deduct interest and taxes in respect of these homes 
from his dividends or salary before paying his tax. 
With the higher rates he will recoup from the Gov- 
ernment in reduced income taxes as much as 80 per 
cent of the amount spent in interest and taxes. A per- 
son in the lowest income brackets would only recoup 
19 per cent of the amount spent for taxes as interest. . . 


The denial of these deductions during the war 
emergency has the effect of placing the wealthy in- 
dividual more on a parity with the less fortunate tax- 
payer who is not able to maintain several residences 
and homes. 


This is the characteristic policy of not giving the little 
fellow a break because it would help the big fellow. The 
illustration is unreal and unconvincing. In particular it 
sheds no light on the case for a double-barreled concept 
of individual net income, 


Another question and answer in the Treasury circular 
mentioned above was the following: 


“Q. How many of the 44,000,000 taxpayers will be 
required to file a declaration? 


“A. Only about 15,000,000, The remainder will have 
their full tax liability collected at the source.” 


It may be agreed that the desirable and necessary objec- 
tive is to achieve full collection in all cases in which income 
consists solely of wage or salary in amounts that would 
not involve taxation at the second surtax bracket. It is doubt- 
ful, however, if this result will be accomplished in as large 
a proportion of cases as the foregoing estimate would in- 
dicate. The reason for this doubt is the discrepancy between 
the 20 per cent withholding rate and the sum of the rates 
in the 1942 act which must be used next March in ascer- 
taining final tax liability. These rates are the normal tax 
of 6 per cent, the first surtax bracket rate of 13 per cent 
and the Victory Tax of 5 per cent which becomes a net 
rate of 3 per cent if the postwar credit is taken against 
the current tax. Even so, the total becomes 22 per cent. 
In the March 1944 return, which incidentally must be 
filed by each of the 44,000,000 taxpayers, it will be pos- 
sible to take advantage of various deductions in arriving 
at the income tax net income. There will also be the earned 
income deduction in the computation of the normal tax. 
The extent to which the taxes collected at source in 1943, 
plus the March and june installments, will be a complete 
offset to the tax liability as finally computed, cannot be 
predicted. 


The statement that all tax}cyers except those required 
by law to file a declaration of ‘acome will have their tax 
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collected in full at source by the end of 1943 is not correct. 
Any individual whose income was the same in 1942 as in 
1943 will be paid up provided his rate of pay was at or 
near the center of a wage bracket. If his rate of pay was 
near the top of a wage bracket, he would owe more tax on 
his final return than had been collected. For example, a 
person receiving $3,300, or $275 a month, would be in 
this situation, whereas one receiving $260 a month, or 
$3,120 for the year, would be about even, assuming in 
each case a similar income in 1942. 

All persons receiving more income in 1943 than in 
1942 will not be fully paid up through withholding. For 
example, a married person without dependents whose in- 
come advanced from $2,400 in 1942 to $3,500 in 1943 
would have more than $90 additional tax to pay on 1943 
income in March 1944. Yet this person is not required 
to estimate his tax in September. Likewise all new tax- 
payers, subject to tax for the first time in 1943, will not 
be fully paid up. 

The situation emphasizes anew the importance of in- 
come tax simplification. In The Tax Review for July 1943, 
the following steps were proposed: 


1) Merge the Victory Tax into the withholding tax; 

2) Designate the new withholding rate as the normal 
tax rate; 

3) Eliminate the requirement of a year-end return in all 
cases in which there is no income other than wages 
or salary and in which there is no liability for surtax. 
Since the withholding rate now includes the first 
surtax rate, liability for surtax would mean, hence- 
forth, an obligation to pay at the second bracket rate. 
In terms of the 1942 act, this would mean a surtax 
net income in excess of $2,000. 


Merging of the Victory Tax into the new scheme might 
appear, at first glance, to present some difficulties because 
of certain differences in definition. In fact, the staff of the 
Joint Committee has undertaken to make a case for this tax 
in its present form. In its brief study, issued last July, the 
total number of taxpayers in the calendar year 1943 was 
estimated at 51,000,000, of whom 12,000,000 will be sub- 
ject to Victory Tax only, and 39,000,000 will be sub- 
ject to income tax also, The estimated gross income of 
those subject to Victory Tax only is put at $25,709 
million, against which will be allowed a total specific 
credit of $7,488 million. The aggregate income subject to 
Victory Tax only is thus put at $18,221 million. The 
average individual income subject to Victory Tax only is 
$2,142, and the average income after the specific credit, 
that is, the average income subject only to the Victory Tax, 
is $1,518. 

The case which the Joint Committee’s staff makes for the 
Victory Tax is two-fold. First, it shows that the net yield 
of this tax for the calendar year 1943 will be $2,752 mil- 
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lion, and points out that a sales tax rate of 12 per cent 
would be required, with food, clothing and medicine ex- 
empted, to equal that amount. Second, it suggests that the 
net 3 per cent rate is more equitable for the lower income 
groups than a 19 per cent rate. Hence it concludes that 
the Victory Tax should be retained as a separate levy, 
rather than be dropped or merged with the other tax. 


As to the second argument, it is obvious that 3 per cent 
is less burdensome than 19 per cent if the two rates are 
applied to the same base. But it should be noted that the 
1943 law requires computation of tax at 3 per cent in 
excess of the Victory Tax exemption when this will pro- 
duce a larger tax than is produced by the 20 per cent with- 
holding tax applied to income after deduction of the allow- 
ances for marital status and dependents. In other words, 
the application of the Victory Tax to small incomes results 
in higher, not lower, taxes than would be paid under the 
income tax. It is to be doubted if the retention of the 
Victory Tax leads to the extension of some form of income 
tax to as many as 12,000,000 persons who would not be 
subject in any degree to the ordinary income tax, but it is 
possible that use of the alternative tax rate device results 
in collecting somewhat more from this number than would 
be obtained otherwise. In this sense, the alternative net 
Victory Tax has brought in a considerable number, perhaps 
as many as 12,000,000, who must pay on this basis rather 
than on the basis of 20 per cent. It is a bit misleading, 
however, to describe the process as one which favors all 
members of the low income group. 


The other argument in favor of a separate Victory Tax 
will not stand examination. This argument presents the 
Victory Tax as a substantial revenue producer which could 
not be replaced easily. The net Victory Tax yield in 1943 
is estimated at $2,752 million, of which $592 million is 
to be paid by persons with low incomes who are not subject 
to income tax. This means that $2,160 million will be 
paid by persons who are also subject to income tax. Since 
those subject to income tax must pay an additional $2,160 
million, regardless of whether it is to be called income tax 
or Victory Tax, there is no need to look for a substitute 
revenue source for this part of the yield. An adjustment 
of rates whereby the same over-all amount could be realized 
should not be too difficult. The Joint Committee staff esti- 
mates that a 5-point addition to surtax rates would produce 
$2,420 million, and this yield would sufficiently exceed 
the amount anticipated from persons subject to income tax 
to provide a cushion against any revenue loss resulting 
from collection of the withholding tax rather than the Vic- 
tory Tax from small incomes. 


But such an addition to surtax is not the only method. 
The rates of withholding tax could be put at 22 per cent, 
which would be at least a sum of the several rates it is 
supposed to represent. An estimate of the yield of such 
a rate is not available, but the only source of possible rev- 
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enue loss under it would be the difference between 
$592,000,000, the amount anticipated from. the 3 per cent 
tax in lieu of withholding at 20 per cent, and the amount 
to be realized from a withholding rate of 22 per cent on 
the small incomes. The staff's study points out that sub- 
stantially all of the Victory Tax credit will be taken cur- 
rently rather than as a postwar refund. This was to be 
expected. It completes the case for consolidating the two 
taxes (income and Victory taxes) and the three rates (nor- 
mal, Victory and first bracket surtax) into one compre- 
hensive scheme, with collection of the new consolidated rate 
at source. Under this plan all persons subject only to the 
new normal rate would be completely current in so far as 
wage and salary income is concerned. None of them 
should be required to file a year-end return unless in re- 
ceipt of more than a nominal amount of income not taxed 
at source. The paper work required of those subject to sur- 
tax would be materially simplified, and the Treasury's ad- 
ministrative load would be greatly lightened. 


There was reported to be a “gentlemen's agreement’’ 
against further increases in individual income tax rates 
until the 25 per cent of 1942 (or 1943) tax had been paid. 
The arrangement suggested here is not an increase in the 
total rates, for everyone must use, in his year-end return, 
a series of rates which add up to 22 per cent. 

It is reported that the Treasury has set up a special com- 
mittee to study the whole question of coordination and 
simplification, but intimation has been given that a con- 
siderable period must elapse before this committee can 
complete its survey and prepare recommendations. This is 
a worthy and badly needed undertaking, but there is no 
occasion whatever to delay action on this particular segment 
of the problem until the entire federal tax field has been 
covered. Income taxpayers are struggling with this task 
now, and they must continue to struggle with it periodically 
until relief is provided. It is submitted that procedure along 
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the lines suggested here will afford positive relief without 
loss of revenue. It should receive early attention in the 
interest of creating good will for a valuable improvement 
in income taxation. 


One other step should be taken. It will be remembered 
that in March 1944, taxpayers must bring forward one 
fourth of the smaller of the taxes on 1942 or 1943 income, 
and pay half of this amount, or one eighth of a year’s tax. 
There is no good reason why payment of this back tax 
should not be spread over the quarterly tax payments of 
1944. Otherwise, March 15, 1944 is likely to be a day of 
strain which many persons cannot meet. On that day each 
individual must be prepared to pay: 


a) any balance of 1943 tax resulting from an under- 
estimate of tax in September or December 1943. Since 
the procedure of estimating income and tax is new, 
it is to be expected that a large number of persons 
will undershoot the mark, thereby unintentionally pil- 
ing up a deficiency to be paid next March. This was 
recognized in the law by permitting an underestimate 
of 20 per cent without penalty ; 

b) one quarter of the estimated tax for 1944; 

c) one eighth of the 1942 tax. 


All of this must be done out of less than one quarter of 
the full income to be anticipated in 1944. The change sug- 
gested above, to permit quarterly payment of the portion of 
1942 tax due in 1944, would be a substantial relief to 
many taxpayers and an aid in preventing what may other- 
wise be a serious breakdown in both Treasury receipts and 
taxpayer morale. 


Harvey L. Lutz 
Professor of Public Finance 
Princeton University 
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